to classic instances when Congress has seen its actions reversed for denying due process or infringing on other rights protected under the Constitution.
In Deregulatory Takings and the Regulatory Contract: The Competitive Transformation of Network Industries in the United States, J. Gregory Sidak and Daniel E Spulber seek to add more certainty to government regulation by arguing that government can be sued for breach of contract or under the Takings Clause of the Constitution if it does not act to protect expectations as it attempts to deregulate natural monopoly industries, such as telecommunications and electricity. Since the early 1970s, liberal consumer advocates have urged legislatures to use caution before deregulating a variety of industries. Today, these advocates find allies in Sidak and Spulber-hardly proregulation liberals-who see legal and policy impediments to government deregulation, but who invoke these to the benefit of the firm and its investors. Sidak and Spulber's book is clearly written, accessible, and timely, especially given the debate over deregulation that has been brewing for nearly twenty years. It is also provocative and controversial, as the micropolitics of the deregulation debate might suggest.
This review assesses Sidak and Spulber's argument in the context of the case law and normative principles of regulation. Part I explains the concept of a deregulatory taking, summarizing briefly the authors' argument and showing its practical importance to current policy issues in the telecommunications and electricity industries. Part II argues that the case law fails to provide solid support for the extreme argument for compensation advanced in Deregulatory Takings; although the law does not preclude some deregulatory taking claims, successful claims will be far fewer than Sidak and Spulber intimate. Part III addresses faults with the efficiency argument for compensation. It suggests that the efficiency issue should not be seen as one of unilateral risk of breach of a contract with the state, but shared risk for regulatory change in the face of uncertainty; in such circumstances, private markets are often in a better position to insure against risks, and the turn to government for compensation has adverse policy implications for utility regulation and law more generally.
At its core, the deregulatory takings argument is imbued with irony. It reaches the opposite of the result one might expect: it relies on afaux progressive notion of regulation-the regulatory compact, a shield protecting vested interests in regulation-while invoking a conservative's 2. Sidak is a fellow with the conservative American Enterprise Institute of Public Policy Research; Spulber, a professor of management strategy at Northwestern University's J.L. Kellogg Graduate School of Management, is one of the most prolific economists in the country, having written regularly on the benefits of competition over regulation. See, e.g artillery-the Takings Clause as a mechanism for insuring investor confidence. I conclude by suggesting that Deregulatory Takings is not only fraught with intellectual tension, but also overstates its case as a matter of both law and economics in order to influence the policy debate to the advantage of utilities and their investors. Perversely, however, were utilities or investors to advance their legal arguments for compensation prematurely and lose in the courts, such losses might make it more difficult for them to obtain relief from the political process.
I. Sidak and Spulber's Deregulatory Takings Argument
Deregulatory Takings addresses how deregulation of network industries can reduce the economic value of private property and give rise to government liability for breach of contract and as an unconstitutional taking, requiring just compensation. The book pulls together and refines a series of controversial arguments the authors previously put forward in articles published in the New York University Law Review, 3 the Columbia Law Review, 4 and the Yale Journal on Regulation.' In its simplest form, Sidak and Spulber's deregulatory takings argument can be stated as follows: Breach of the regulatory contract, brought about through the elimination of entry barriers, may give rise to liability for breach of contract or as a taking to the extent that there is a decline in a firm's investment-backed expected revenues. The state is responsible for providing a regulatory mechanism to compensate for the full value of lost expected revenues at the time the state makes a decision to deregulate.
As a building block for their argument, Sidak and Spulber advance an account of regulation known as the "regulatory compact," according to which regulated industries receive benefits in exchange for assuming certain burdens. Although the terms "regulatory contract" and "regulatory [W]here the Legislature, with a view of advancing the public interest by the construction of a bridge, a turnpike road, or any other work of public utility, grants a charter, no reason is perceived why such a charter should not be construed by the same rule that governs contracts between individuals. 9 Later opinions, such as Russell v. Sebastian, 10 also endorsed the basic notion that regulation is based on contractual principles. There, Justice Hughes, in assessing a gas company's rights pursuant to the State of California's modification of a municipal franchise, stated that "[t]he company, by its investment, had irrevocably committed itself to the undertaking and its acceptance of the offer of the right to lay its pipes, so far as necessary to serve the municipality, was complete."" Sidak and Spulber observe that, as a matter of economics, three components are necessary to establish a regulatory compact: entry controls, rate regulation, and utility service obligations.' 2 For example, traditional telephone and electric utilities assume obligations to serve customers in exchange for the grant of a monopoly franchise, protecting the utilities against entry and guaranteeing recovery of their costs in rates. Because under rate regulation government commissions have allowed utilities to recover a return on prudently incurred capital costs in rates, utilities have been encouraged to build capacity to meet customer demand. 3 the extent such a compact or contract exists with the state, the authors argue that regulated utilities, unlike unregulated firms, have been induced by government to invest their capital in order to meet their obligations. 4 Deregulation-particularly retail competition, currently under consideration in many states-will (at the extreme) terminate or (perhaps more modestly) cause a reassessment of this regulatory compact. The transition to competition in historically regulated utility industries is not a Pareto superior move. Clearly, deregulation will produce both winners and losers. For example, with deregulation of electric utilities, some consumers will see lower priced services while others may see increases in rates.' 5 The challenge regulators face is to make a transition to competition worth pursuing. This, of course, is what liberal consumer advocates have long maintained with respect to deregulation in a variety of contexts, such as the trucking, airline, and natural gas industries. Sidak and Spulber, not progressive liberals, add an interesting twist to the debate by suggesting that regulators should not concern themselves solely with the consumer and social welfare impacts of deregulation. For the authors, the wealth of the firm and its investors is of equal-if not superior-importance in deciding whether to move forward with a regulatory change.
Consider, for example, competition in the electricity industry. Most economists see overall efficiency gains from moving towards competition in power generation markets, traditionally dominated by the staid public utility. 6 However, as Sidak and Spulber convincingly argue, the transition to competition will burden some more than others. 7 For example, in a competitive environment many formerly regulated utilities will still own nondepreciated assets purchased with the expectations set under government regulation, and often approved explicitly by regulators in past rate or need proceedings.
Microeconomic theory advises that, in the natural monopoly context, regulators set price as close as possible to marginal cost, in order to mimic the results of a competitive market." To encourage firms to enter natural monopoly markets and to provide for realities of rate regulation, however, regulators routinely base rates on average costs.' 9 Regulated and competitive markets would yield identical costs only if the average regulated price of an asset equaled the marginal cost of duplicating that asset today. Due to the divergence between average costs in regulated markets and marginal costs in competitive markets for identical services, regulated firms may own assets for which they have not received full compensation. To the extent that these assets no longer generate adequate revenues to cover their remaining capital costs-or are "stranded costs" 2 --Sidak and Spulber argue that government bears a legal responsibility for compensation, as a matter of both contract and constitutional law. 2 ' In addition to developing a legal argument to support government liability for deregulation, the authors support their position with economic analysis, contributing to a growing literature on the law and economics of networks.
In advancing their case for government compensation, Sidak and Spulber present a mish-mash of legal and policy arguments for what should constitute a deregulatory taking. Four conditions, they suggest, are necessary and sufficient to establish a deregulatory taking: (1) the existence of a regulatory compact, (2) evidence of investment-backed expectations, (3) the elimination of regulatory entry barriers, and (4) a decline in the regulated firm's expected revenues. ' As a matter of economic policy, they argue, compensation under such circumstances is warranted, because it creates the appropriate incentives to encourage future investment.' In so doing, they echo Frank Michelman's takings analysis, which suggests that regulation should be undertaken without compensation only when the 18. See MARK SEIDENFELD, MICROECONOMIC PREDICATES TO LAW AND ECONOMICS 61-63 (1996) (noting that regulated industries are more efficient than monopolies but must set prices slightly higher than the market price in order to encourage investment).
19. See id. (explaining that regulators must set price at average cost in order to encourage entrants in the regulated industry); see also STEPHEN BREYER, REGULATION AND ITS REFORM 15-16 (1982) (stating that "where economies of scale render competition wasteful, the classical economist or regulator will try to set price near incremental cost in order to induce the natural monopolist to expand its output to a socially preferred level").
20. Although some might refer to these as stranded assets, this is a misnomer. In most cases, the assets will not be retired completely due to deregulation but will continue to have at least some economic value.
21 Federal Home Loan Bank Board had signed with thrifts to encourage healthy thrifts to merge with failing ones during the 1980s savings and loan crisis. 7 The agreements allowed healthy thrifts to amortize supervisory goodwill over a period of twenty-five to forty years, allowing these thrifts an opportunity to recover the costs of supporting the sick thrifts. The savings and loan crisis continued, though, and in 1989 Congress enacted the Financial Institutions Reform, Recovery, and Enforcement Act of 1989 (FIRREA)Y' FIRREA prohibited thrifts from counting supervisory goodwill toward capital requirements, essentially voiding the contracts the Board had signed. 2 9 The thrifts sued and won a breach of contract claim against the government. 3 " On appeal, the Supreme Court upheld the damages award against the government, although the justices split on the rationales for doing so. 3 The case, according to Sidak and Spulber, illustrates how 
29.
See 12 U.S.C. § 1464(t)(9) (1994) (requiring "a savings association to maintain core capital in an amount not less than 3 percent of the savings association's total assets"); 12 U.S.C. § 1464(t)(9)(A) (defining "core capital" to exclude "unidentifiable intangible assets"); see also Winstar, 518 U.S. at 857 (noting that the statute defines "core capital" to exclude "goodwill"). 31. In short, the plurality and concurring opinions disagree as to whether the government's sovereign defenses were applicable to the disputed contract. See Winstar, 518 U.S. at 919-21 (Scalia, J., concurring) (distinguishing his conclusions from those of the plurality opinion). Justice Souter wrote the four-justice plurality opinion that held that the contract was enforceable because the government's sovereign defenses were inapplicable. Sidak and Spulber's argument also builds on the notion of regulatory takings, a principle Justice Holmes may have anticipated when he famously stated, "while property may be regulated to a certain extent, if regulation goes too far, it will be recognized as a taking." 3 6 In Penn Central Transportation Co. v. New York City, 37 the Court explicitly recognized a regulatory takings test.
Under Penn Central, courts are to assess a variety of factors in determining whether regulation constitutes a taking, including "the character of the governmental action," its "economic impact," and "the extent to which the regulation has interfered with distinct investment-backed expectations. 39 As a matter of takings jurisprudence, justices, argued that the defenses were applicable, but that the plaintiffs had made the requisite showing necessary to rebut the defenses. See id. at 920-24 (Scalia, J., concurring in the judgment).
32 Sidak and Spulber remind us that for breach of contract under the Tucker Act, deregulation should be treated no differently than regulation. 4 Sidak and Spulber also argue that measures of just compensation should mirror awards of damages given in the contractual settingspecifically, the change to the firm's investment-backed expectations. 4 " To give some rigor to this measurement in the deregulation context, the authors, relying on the work of several economists, 42 endorse in general the efficient component-pricing rule (ECPR), which states that "the price of an input should equal its average incremental cost, including all pertinent incremental opportunity costs." 43 Under the ECPR, "the economic cost of the input to be sold by the incumbent [utility] to another company is the [utility's] direct cost of making the input plus the opportunity foregone by the [utility] from making the sale."'
The issues Sidak and Spulber address are critical for a variety of network industries, and are the subject of pending litigation in the telecommunications and electric utility industries. 45 For example, electric utilities have invested tens of billions of dollars in power plants to meet their obligations to serve customers within their service territories. Once retail competition is implemented, however, incumbent utilities will lose their guarantee of recovery of the value of these assets through regulated rates. Many electric utilities have already claimed significant stranded costs, which are alleged to total as much as $200 billion for the entire industry, exceeding the value of equity in electric utilities today. ' Sidak and Spulber develop a creative argument as to why recovery of stranded costs may be justified. Although some states, such as California, have allowed full recovery of stranded costs as a part of their state restructuring plans, in other states, such as New Hampshire, deregulation of the process can sufficiently constrain federal and state governments from excessive regulation, but that local governments are more likely to overregulate immovable property or property that is inelastically supplied. See id. at 288 ("If there is going to be any limit on regulation under the Takings Clause, some limit on the scope of the desirable communitarian values embodied in local government regulations must be established.").
40. industry has proceeded with less than full recovery. 47 When regulators provide less than full recovery of utility investment-backed expectations, Sidak and Spulber's argument aids utilities in their battle to compel compensation for federal and state regulators' reinvention of the regulatory compact. For instance, the Pennsylvania Public Utility Commission's rejection of a competition transition charge intended to facilitate recovery of stranded costs, proposed by a utility, PECO Energy, led the utility to file takings challenges in federal and state court in January 1998.'
II. Taking Liberties With Takings Jurisprudence
Although Sidak and Spulber provide an extensive and historically interesting discussion of legal doctrine, at times their legal analysis of deregulatory takings is at odds with the case law, properly read. They overstate the judicial support for their position, often ignoring arguments that call into question their interpretation of the law. They also gloss over several practical impediments to asserting claims for recovery of damages for deregulatory takings.
A. The Weak Legal Foundations
Sidak and Spulber correctly observe the principle of the regulatory compact in some of the cases, particularly those from the Gilded Age. In addition, the potential impact of government action on the firm, as Sidak and Spulber stress, is an important factor in assessing whether a taking has occurred: 4 9 as the Permian Basin Rate Cases"° observed, "'the power to regulate is not a power to destroy.'... Many cases following the New Deal, however, substantially limit the availability of recovery against the government for takings claims brought by regulated utilities.
Most Sidak and Spulber also fail to recognize structural similarities between the industry at issue in Market Street Railway and current industries undergoing restructuring. The authors argue that the major distinction between the 1945 urban street railway industry and the current electricity industry is that "today's electric power industry does not face steadily diminishing demand for electricity and the looming obsolescence of its transmission and distribution infrastructure."' Paradoxically, Sidak and Spulber do not generalize to the industry level when addressiig the facts of Market Street Railway. In the early-to mid-twentieth century, the transportation industry, taken as a whole, was in a state of transition, much like today's electric power and telecommunications industries; some transportation sectors, such as street cars, were in a precarious economic state, while other sectors, such as subways, railroads, and later, automobiles, were undergoing periods of stability or growth. applied consistently to today's electric power industry: certain generation resources, such as nuclear power, are obsolete, 5 9 much as the urban street railway infrastructure was at the time of the Court's opinion. Given the strong analogies between the urban street railway industry then and today's nuclear or single cycle coal-fired generation industry, the problems at issue in Market Street Railway are structurally similar to restructuring in today's electric power industry, despite the authors' claims to the contrary. Nor do later cases support Sidak and Spulber's argument for mandatory compensation. In Duquesne Light Co. v. Barasch 6 the Court held that the legislature's failure to allow a utility to recover $35 million for canceled plants that regulators had previously deemed prudent was not a taking, because the cancellation would only reduce the utility's annual revenue by 0.5%.61 In reaching its conclusion, the Court focused on two factors: (1) whether "slightly reduced rates jeopardize the financial integrity of the companies, either by leaving them insufficient operating capital or by impeding their ability to raise future capital";62 and (2) whether "rates are inadequate to compensate current equity holders for the risk associated with their investments under a modified prudent investment scheme."63 As Duquesne illustrates, complete recovery of investments induced by government is not constitutionally guaranteed. 4 Despite Penn Central's explicit recognition of a regulatory takings doctrine,' later regulatory takings cases also do not compel compensation in every instance where changes in regulation causing economic losses can be asserted. For example, in Ruckelshaus v. Monsanto Co.,6' the Court refused to find a taking based on the data-disclosure provisions of the Federal Insecticide, Fungicide, and Rodenticide Act where there was no explicit guarantee by the government of confidentiality and exclusive , the availability of breach of contract claims against the government is much narrower in the regulated utility context than Sidak and Spulber suggest. Winstar simply reaffirmed, by a five-to-four margin, the traditional unmistakability doctrine-that promises by the government to forego certain types of future regulatory action will be enforced by the Court only if these are set forth in unmistakably unambiguous language, which a plaintiff bears the burden of proving. 2 There is a presumption that general language in statutes and regulations "'is not intended to create private contractual or vested rights but merely declares a policy to be pursued until the legislature shall ordain otherwise."'" Process and Takings Clauses. 76 The plurality opinion, written by Justice O'Connor and joined by Chief Justice Rehnquist and Justices Scalia and Thomas (who filed a separate concurrence), reasoned that the pension statute interfered with the company's reasonable investment-backed expectations and thus was a taking without just compensation. 7 The remaining five justices, however, did not believe that the statute raised a takings problem. 78 Although the Court held the statute unconstitutional, only four justices agreed that the statute violated the Takings Clause; Justice Kennedy, joining the majority's result, held the statute unconstitutional on due process retroactivity grounds. 7 9 Ultimately, when one cuts through Sidak and Spulber's extensive but selective description of the cases, one finds the authors suggesting something akin to a regulatory estoppel argument, precluding legislatures or agencies from deregulating without full compensation for losses. Yet it is well recognized that neither federal nor state law supports this strong version of regulatory estoppel. ' On the whole, the case law suggests a much more modest notion of deregulatory takings than Sidak and Spulber imply. Of course, deregulation can, in extreme situations, constitute a taking. Under the case law, however, the state only has an obligation to provide compensation after a firm has suffered and proved a loss to its investment-backed expectations caused by an independent change in government policy. In most cases, this will be extremely difficult for utilities and investors to prove.
B. An Illustration of the Litigation Problem
This more modest understanding of deregulatory takings jurisprudence may have some success in courts; but it is unlikely to compel compensation 76 in many-and certainly not most-contexts. Consider, for example, recent litigation raising a takings challenge to deregulation policies for the electric utility industry in Pennsylvania. PECO Energy, a utility, drafted a partial settlement that would have established a competitive transition charge to recover what it claimed were over $5 billion in stranded costs. The Pennsylvania Public Utility Commission (PUC) rejected PECO's compromise, which contained a mandated rate reduction, in large part because it believed the utility was overreaching in its claim for stranded costs. In the end, the Commission allowed recovery of some stranded costs, but substantially less than the utility had sought." Although the case has since settled,' the facts raise several difficult legal issues.
First, could PECO establish the existence of a regulatory compact? Whether deregulation is a "taking" will depend upon a showing of a regulatory compact, a commitment on behalf of government to bear the bulk of the risk of regulatory change. The evidence of such a commitment proffered by PECO would include statutes, regulations, orders approving plant construction projects, rate orders, and tariffs. In other words, PECO would have to rely almost entirely on sources of public law to establish the existence of a contract, but probably would not have an express government statement-and certainly would not have unmistakably unambiguous language in these sources of law-that government will protect industry from regulatory change. Instead, as with most statements of law, some ambiguity as to the future would likely be implicit. It is hardly going to be easy for utilities to prove the existence of a government commitment, which will be necessary to compel compensation under the deregulatory takings jurisprudence Sidak and Spulber advocate.
Second, could PECO prove that the PUC's breach of the regulatory compact is caitsally related to the damage it claims it suffered? Causation complications arise, because endogenous changes in regulation are often the result of-or at least occur simultaneously with-changing technological and economic conditions, which Sidak and Spulber characterize as exogenous. According to Sidak and Spulber, Exogenous shocks are external effects such as fluctuations in market demand, variations in the cost of labor, equipment, and technology, and environmental factors such as the effects of weather on electric power usage, or the effects of adverse weather conditions on the 81. See Isser & Mitnick, supra note 48, at 40 (noting that the "most important modification of the stranded cost claim was the rejection of the company's calculation of the expected costs associated with its generation assets"). 82 . See Pennsylvania Settlement Will Open Market, supra note 48, at I (observing that settlement of the takings litigation gave PECO $1.4 million more in stranded cost recovery than the Commission had allowed).
operation of the utility's facilities.
Endogenous shocks are determined by the effects of the regulator's actions on the riskiness of the utility's stream of earnings over time.3 Sidak and Spulber suggest that changes in economic and technological conditions, as in Market Street Railway, do not necessarily warrant compensation, but that independent government changes in regulation do.8' Yet separating endogenous from exogenous factors is not a task that a court will be able to perform easily. The task will be greatly complicated to the extent that endogenous government regulation is a reaction to-or an effort to mitigate-the very exogenous shocks that the authors claim do not necessarily warrant compensation as a matter of law and policy. ' Third, and related to the causation issue, what is the damage that PECO incurred? PECO followed the Commission's decision by taking a $3.1 billion write-off, in anticipation of losses it claimed to be a result of the Commission's decision. Yet PECO's common stock prices were $22.93 a share before it filed its settlement, and $23.96 a share immediately after the Commission's decision. The day after the PUC's decision and again later, Standard & Poor's affirmed its ratings of PECO. s Several months later, PECO's stock had climbed to $30 a share.' Assuming a taking can be established, damages will be extremely difficult, if not impossible, to prove ex ante. While ripeness and finality requirements are satisfied as soon as regulators have adopted specific plans for deregulation, it could take years for a taking to materialize for purposes of measuring compensation.
Sidak and Spulber argue that efficient investment markets will immediately recognize losses due to deregulation." 8 Two problems, however, plague investment market data measures of damages. To begin, what today 83. Seep. 437. 84. See p. 494 ("To establish a deregulatory taking, it should be necessary and sufficient for a regulated firm to show the existence of a regulated contract: evidence of investment-backed expectations; the elimination of regulatory entry barriers; and a decline in the regulated firm's expected revenues."). Sidak and Spulber attempt to distinguish local telecommunications and retail electric competition from deregulation of railways, airlines, wholesale electricity, the long-distance telephone industry, and the natural gas industry. In these latter industries, the authors claim, "regulators have afforded the incumbent utility the opportunity to recover costs stranded by regulatory change rather than exogenous declines in demand for the utility's services." Id.
85. In addition, it will be difficult to establish which economic losses can be attributed to deregulation and which result from the existence of other laws. For example, regardless of whether deregulation occurs, the sale of obsolete generation assets may lead utilities to take a big tax hit, to the extent the tax basis of these assets has been completely depreciated. Thus, utilities may also suffer some losses because of tax laws. 86. See Isser & Mitnick, supra note 48, at 41 (concluding from the bond markets' reaction to the PUC decision that the decision was "not. . . a disaster" for the utility).
87. See Steve Forbes, One-Time Shock, Then Prosperity, FORBES, July 6, 1998, at 27-28.
88. See pp. 439-40.
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HeinOnline --77 Tex. L. Rev. 312 1998-1999 is considered obsolete technology may still have some substantial economic value in a deregulated environment. For example, while "many predict that nuclear power will not be able to compete in the increasingly deregulated electricity market," 89 utilities that possess such assets have engaged in serious negotiations aimed at selling them.'° Not all generation assets that utilities today claim as stranded by deregulation will necessarily lack economic value in the competitive environment. Due to loss aversion, the potential losses from changing the status quo are more likely to influence investors than are uncertain gains. Uncertainty about the future may lead investors to discount the benefits to the firm of a competitive market. 9 "
A second problem that complicates the analysis relates to the proof of damages. Aggregate, firm-wide financial data will be of little assistance to regulators because deregulation will bring benefits to many utilities that also claim losses. For example, many utilities that own inefficient or obsolete generation facilities also will incur stranded benefits in a competitive industry due to their valuable distribution and transmission systems, including their rights of way. Without complete data, courts would be foolish to compensate utility write-offs taken for strategic economic reasons in the face of future uncertainty about the nature and degree of competition in the industry. Strategic behavior by utilities may bias the information regarding losses available to investors today, leading to exaggerations in the costs of deregulation as measured by investor behavior data. ' Not surprisingly, the cases to date directly addressing the deregulatory takings argument provide only cursory analysis in rejecting the claim. For instance, a New York state court rejected several utilities' challenges to the New York Public Service Commission's restructuring plan, observing that the constitutional protections of "just and reasonable" 9 1 rates "do not necessarily guarantee utilities net revenues nor do they immunize utilities from the effects of competition."' Similarly, a Michigan appellate court, addressing whether retail wheeling constitutes a taking without just 89 compensation under a theory of per se physical invasion, rejected the utilities' claims, relying on authority similar to the New York court's. 95 The only reported judicial decision to use the term "deregulatory takings" is Gulf Power Co. v. United States. 96 In Gulf Power the court found a physical invasion of utility poles, which was mandated under the Pole Attachment Act (as amended by the Telecommunications Act of 1996), 9 to be a per se taking, but held that the FCC, in the first instance, is the appropriate institution to address the just compensation issue. 98 This, though, is a per se physical invasion case; it does not address the stranded cost issue posed by deregulation.
Despite Sidak and Spulber's claims, the case law does not overwhelmingly support compensation in the context of utility industry restructuring. Although the cases to date that address the deregulatory takings issue provide little reasoning, the results they reach are probably correct. We simply do not know the value of the loss until it is incurred, which suggests that the wait-and-see approach of a more modest deregulatory takings position is more tenable than Sidak and Spulber's position. Indeed, this is the approach endorsed by the court in Gulf Power, which held that a judicial determination of just compensation in the first instance is not required upon each occasion of a taking of property.
III. The Policy Failures of Deregulatory 2kings
Sidak and Spulber's analysis of the efficiency of compensation, as well as their formulation of pricing rules, also gives short shrift to some of the important intellectual contributions of public choice theory and the law and economics of risk and legal transitions. In the course of their book, Sidak and Spulber argue that economic efficiency requires compensation of all investment-backed expectations that are upset by deregulation. This argument places the risk of endogenous regulatory change on government, which in turn will likely pass this on to consumers, if the state authorizes utility recovery of the costs of deregulation, or taxpayers, if the costs of deregulation come out of the public fisc.
Their argument gives short shrift to one jurisprudential understanding of the Takings Clause, which is reinforced by the law and economics literature. The Takings Clause is commonly understood to be Lockean in nature-a substantive safeguard protecting minority property interests against the will of majorities-but it has also been described as a type of 95. See In re Retail Wheeling Tariffs, 575 N.W.2d 808, 815-16 (Mich. Ct. App. 1998) (arguing that "reasonable interference" with a public utility's "equipment and services" is constitutional and supported by Michigan law because the utility is a "regulated entity" whose "property is used for a public purpose").
96 assurance against governmental action without careful consideration by regulators of the social welfare implications of their actions. Because lawmakers may be required to pay compensation if they effect a taking, they are more likely to consider carefully the costs and benefits of regulation prior to adopting laws-instead of responding to the naked rent seeking of powerful, well-organized interest groups, who may seek to enhance their own wealth at costs to the public. 9 In other words, the Takings Clause not only works to protect private property owners against burdens imposed by the will of majorities; it can also work to improve the lawmaking process in circumstances in which special interest groups are likely to use the process to extract private benefits at significant costs to others. This understanding of takings jurisprudence has some basis in the law and economics literature, particularly public choice theory. As public choice theory teaches, governmental decisions are often influenced by regulated industry.'" l Oliver Williamson makes this observation in his response to an early Sidak and Spulber article, to the extent he suggests that inefficiencies resulting from opportunism in the regulatory process may excuse some deregulatory takings. 10 ' Industry may play an active role in formulating regulation, or may willingly submit to regulation where government has instituted mechanisms designed to compensate industry for the burdens it imposes. For example, under rate regulation, utilities themselves face incentives to assume service obligations independent of any government mandate-even obligations to provide service below total cost-because they are guaranteed recovery of the costs of service and cross-subsidization of service may be facilitated through ratemaking.l 2 If the strong deregulatory takings position were adopted as a legal rule, it would likely have perverse implications for future legal and regulatory processes. A rule in favor of compensation based on lost expected revenues creates incentives for private industry to seek out government assistance in the regulatory process, regardless of the public good. In other words, an industry might realize that, by entering into a compact with government, the state can indemnify it against the risks of changing technology and new entrants. The result may be more government regulation than is socially optimal.
Consider, for example, a phenomenon familiar to students of regulation-the Averch-Johnson effect. 3 Economists have observed that the traditional rate regulation process may have led to overinvestment in capital, including power generation facilities, as utilities have strategically sought to guarantee income streams."° Under Sidak and Spulber's analysis, once competition is introduced to a formerly rate-regulated industry, such as telecommunications or electricity, government should bear the responsibility for this overinvestment. To be sure, utilities probably would not have invested in certain generation assets absent rate recovery. At the same time, though, utilities have strategically used this process to ensure revenue streams. To suggest that government bears the entirety of the responsibility for overinvestment oversimplifies the dynamic nature of the regulatory process.'°5
Because of the role of interest groups in the decisionmaking process, adoption of some of Sidak and Spulber's legislative and regulatory proposals could recreate many of the same problems with ratemaking that brought about the need for deregulation in the first place. As regulators attempt to construct stranded cost surcharges, utilities will likely seek recovery of many questionable and speculative items. For example, the very existence of regulator-endorsed surcharges for stranded cost recovery could encourage utilities to take write-offs and to exaggerate their risks, including long-term contracts that could perhaps more efficiently be renegotiated in light of increased industry competition."° Without a rigorous regulatory system for determining surcharges-one which, like the rate regulation process, scrutinizes carefully all proposed items of inclusion-Sidak and Spulber's proposals for recovery have little basis in sound economic theory.
For these reasons, the specific recovery mechanism Sidak and Spulber embrace, the market-determined ECPR, may overstate the efficient level of compensation in a competitive environment. The ECPR, as Sidak and Spulber present it, entitles regulated utilities to the recovery of both historical and opportunity costs. 7 Although Sidak and Spulber claim that the ECPR will be set by the market, cost information will need to be presented to regulators to ensure appropriate market oversight.' Claims to recovery of historical costs, however, will be based on past investment decisions made in the context of rate regulation. Under the case law, as Market Street Railway illustrates, there is no guarantee of full recovery of these historical costs. Further, to the extent that the past regulatory process may have contributed to exaggeration of these costs (as public choice theory would predict), these historical inefficiencies will continue under the ECPR.11 As Oliver Williamson has observed, strategic investment concerns arise under the ECPR."
In addition to slighting some of the lessons of public choice theory, Sidak and Spulber fail to fully address counterarguments from the law and economics of risk. Because contracts governing all risks are costly to write ex ante-a principle that Sidak and Spulber, who find liability based on a regulatory contract, seem to play down-some mechanism for interpreting risk bearing ex post, such as superior risk-bearer analysis, is necessary.'' A risk analysis of the regulatory contract, it has been noted, should consider two factors: first, "which party could best adapt to ensure against the risk that a costly contingency would ensue" ;112 and second, "which party could mitigate damages at least cost by changing the likelihood of that contingency arising or the magnitude of costs due to breach of the contract.""' With respect to each of these factors, there is reason to believe that industry may be in the better position to bear the risks and costs. For example, given uncertainty regarding the recovery of stranded costs, many utilities have voluntarily sought to securitize the risks associated with generation assets;1 4 with an expectation of takings compensation, it is unlikely utilities would have voluntarily pursued such innovative approaches towards the stranded cost issue. In addition, the possibility of industry opportunism in the regulated environment gives some efficiency basis for placing a portion of the risk of change on the regulated industry. To suggest that government bear the entirety of the risk is to ignore the comparative institutional advantages of government vis-6-vis industry in taking actions to minimize the costs of legal transition. Sidak and Spulber fail to pay sufficient attention to the contribution of superior risk-bearer analysis to the deregulatory takings issue.
In assessing risk bearing in this context, regulators should consider not only reliance interests and expectations, as Sidak and Spulber urge, but also the relationship between risk and incentives. In his analysis of legal transitions, Louis Kaplow observes, "anticipated ex post results-including the effects of transitional relief-affect ex ante incentives. "1 attempt to ground the analysis, as do Sidak and Spulber, in the language of rights and entitlements. ' At a minimum, a comparative institutional analysis of risk bearing and incentives would suggest some tempering of the recommendations presented in Deregulatory Takings.
A further problem with Sidak and Spulber's argument is that, if it were correct as a matter of law or policy, it would have few limits. The argument can be used to find takings in a variety of licensing renewal or modification contexts. For instance, in the hydropower relicensing context, the Federal Energy Regulatory Commission's recent efforts to decommission hydroelectric projects could constitute a taking under their analysis."' In the licensing and permitting context, their argument would suggest an expansion of litigation against the government as it attempts to modify the conditions under which licenses and permits are issued, regardless of whether this modification is implemented for deregulatory purposes. 9 Line drawing, though, is a very serious problem for Sidak and Spulber; it reveals the degree to which their deregulatory takings argument tends to become its own reductio ad absurdum. If tax laws are changed, why shouldn't individual and corporate investors be allowed to sue Congress or the Internal Revenue Service for losses to their investmentbacked expectations? Why shouldn't the owner of rights to a book or a web page be allowed to sue the government if intellectual property laws are changed, altering their investment-backed expectations? The logic of deregulatory takings, taken to an extreme, makes any legal transition a very risky enterprise for government. It turns our notion of a modem government, one which retains an experimental and flexible approach to lawmaking, on its head.
IV. Conclusion
Sidak and Spulber's argument in Deregulatory Takings harbors an irreconcilable intellectual tension. Their reading of the law is at odds with much of the Supreme Court's post-New Deal takings jurisprudence. Throughout their analysis, Sidak and Spulber fuse a progressive understanding of the nature of regulation with a conservative reading of takings jurisprudence that values reliance interests and demoralization costs over incentives and risk reduction. In addition, the faux progressive understanding of regulation presented by Sidak and Spulber ignores much of the post-World War II learning on public choice theory. The intellectual tension behind their analysis makes it highly unlikely that their argument will find support among a majority of justices on the Supreme Court, or that it will appeal to a substantial number of lower court judges.
Were industry to advance Sidak and Spulber's argument prematurely and lose, this adjudicative defeat could have unanticipated consequences in the legislative and administrative spheres as utilities seek political relief. The relative efficiency of compensation for past risk taking in a regulated environment has large political and economic ramifications. But this is not generally the kind of issue courts are likely to address successfully through either the Takings Clause or an expansion of government liability for breach of contract, especially when the political process has not fully run its course. 20 Should industry press the deregulatory takings claim unsuccessfully in court, industry may undermine appeals to the legislative process for compensation. Indeed, it seems that in the political process the fairness and equity arguments are most likely to generate a sympathetic response from regulators. Given the legal impediments to establishing a deregulatory taking, the industry and investors, as a matter of strategy, might better first seek relief through the political process.
Despite their book's practical and intellectual faults, Sidak and Spulber peddle their deregulatory takings argument at a propitious time. Regulation is under attack in the United States and around the world. Deregulatory Takings challenges us to reflect "hpon how regulation can transform itself while also minimizing the costs associated with any transition. More importantly, their book challenges us to think about how the costs of regulatory transformation should be allocated among stakeholders.
